SMALL REFINER RIK PROGRAM UNDERPAYMENTS

Backeround
The Minerals Management Service (MMS) is reviewing the amounts billed under the small
refiner oil ravalty in kind (RTK) program. Under the program, small refiners purchase the royalty

oil MMS takes in kind for use in their refineries. The legislative purpose of the program is to
arovide small refinere with aceece to adequate aupplies nf oil for refining. MMS has billed small
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refiners based on information reported by the producers Because many producers reported value
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based on posicd prices, MMS initially billsd on that hasie, MMS helieves these nrices do not

represent market value and has begun billing small refiners for an additional increment of the
purchase price.

An MMS ieam was forined io develop a method to properly value oil sold to small refiners It
attempted to obtain arm=s-length contracts for the sale of oil produced from the same leases or
telds to adjust the previous biiis. However, sume produvers isfused to provide MMS with the
requested contracts, perhaps hecause they thought that if their contracts disclosed they were
selling at posted pnices plus a premium, they wouid be bilied Tor additional royaiiies vn il for
which royalties were paid in value. For months the MMS team pursued the contracts
unsuccessfully. Finally, the team estimated the vaiue of oil soid to some smali refiners bascd on

the spot prices in or near the production areas.

Companv Status
MMS has billed one onshore refiner (Wyoming Refining) for oil it purchased from Federal leases

in North Dakota and Montana. In addition, our Colorado audit partners obtained arms length
contracts for a large producing field and MMS recently billed additional value for a few months
in 1997. Wyoming Refining then terminated 1ts contract to purchase RIKk oil. The other
companies purchasing onshore oil (Gary-Williams, Big West Oil and Sinclair) also terminated
their eontracts. some due to the billing actions and others for operational reasons. These
companies had been purchasing RIK oil produced in the states of Wyoming, Montana, Utah,
Narth Dakota and Colorado since mid-1987,

Several comnanies purchasing offshore RIK also terminated their contracts. AGE Refining and

Gold Line Refining dropped their contracts due 1o pneing uncertainties. Canal Refining and
11 &F Refinine cold their refineries and terminated their contracts. 1t 1s not clear whether
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pricing uncenm nties were involved in their decisions. Those companies still purchasing offshore
include Gary-Williame Refining (2 contracts); Caleasien Refining; Giant Industries;

Placid Rcﬁning, and US il and Refiming. Most of these contracts have been in force since

o . -
mid-1594 and MMS is rencgotiating the contracts 1o assure that future deliveries would be billed

at fair market value. Values will be based on spotindex pnces and most will be effective from
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Esiimaied Underpavmenis
The following table shows the volumes and the pmennal underpaymems for RIK production sold
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to small refiners. The amOunis arc esiimaics and mwsi need venficaiion puuu W OCINg vingh. ihn
total, 96 million barrels of oil were sold to small refiners between 1987 and 1997 (about 60




percent of the volumes were from offshore leases). The approximate total underpayment is
between $105 million and $122 million. Because MMS was unsuccessful in obtaining
arm=s-length contracts, the estimates are based on spot prices. Except for Gary-Williams and
Wyoming Refining, which were billed for some production, small refincrs are not yet aware of
the potential doliar magnitude involved.
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The esiunaied uildérpaymeiis were not inciuded as parn of ind auai
1999 budget, and mcrcforc we don=t believe that lcgnslanon containing some form of forgweness

language wouid affect sconng. The audit receipi dulias in the budgei are based on nistoncal

averages and not on expected collections from specific issues such as this one. We would
mclude this money n the receipts at the point we expect [0 make e coilections.

Options for Resolution
All of these options are administratively feasible but some may require legislation. Any option

that decreases revenues may be opposed by States that share in those revenues.

Bill Total Underpavmeni--Those refiners willing to pay market value for future RIK production
are working with MMS to establish the framework for those future prices. However, if they are
hilled the full amounts for past volumes, 1 could adversely affect negotiations and tn fact they
mav drop out of the program entirely. In addition, several refiners have argued that bills for the
full underpavment amounts could force them into bankruptcy. Bankruptcies wouid likely mean
that MM$ would collect little or nothing for the bast underbilied volumes. Also, it would
ncgatively impact the economies of the States where the refinenes are located through the loss of
10hs, 1ax revenues, etc. If this occurs, all involved parties fose. Such a result is also not in
keeping with the underlying purpose of the legislation.

Bill Total Underpavment and Provide a Special Pavment Plan--Similar to above. However, for
thnge r‘nmp’:\nlp: etill nnrrhn:mn curren! nroduction offshore this may he a more nnqltlve

resolution If a company were lo use a dcl‘crrc:d payment plan, an increment for past
indervaluation and acenciated deferred navment interest conld he added to and Enrf‘ﬂd over the

bills for producuon for the remainder of the current contract. For those companies that have
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However, for those that are not in stable financial condition, collectlons even under a deferred
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which receive a share of the amounts received by MMS for RIK o1l sold to rcﬁncr or



produced from certain Federal leases in or offshore their boundary would likely object to
forgiveness because they would not receive any additional funds. Forgivencss should not be
extended to refiners with a history of late, erroneous or non-payment nor to refiners who have
sold the RIK oil rather than refining it as required by the small refiner program. Legislation

would be requirad.

Forgive Interest Payments--No impart, Raced on lon m‘:tandmn nolicy, small refiners are not

assessed any interest on billings for past underbilling for oil unlcss they fail to remit the billed
sunt within 30 davs of tha date af the hill  In thig cage intarect wounld hegin 1o acerie at the
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end of the 30 day period. This non-billing of interest is based on MMS Director-s appeal

UCLIblUllb

[ g | n oo P rodurtinn

P_ fr_ Talli. A4 L.
AJIE-P:’AJIIH!HS l.)LUH:." i HV"IE-TH-D"— 31115 COuULO uc um\.-uuul.hu UJ’ & wiwi lﬂ-lll F\rlh\dlllﬂﬁ\-‘ 1eT FI LT Gon

taken clunng different time frames. (For cxamplc a company could pay 90% of the amount
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1996, 60% for production taken in 1995, and so forth.)

Another alternative would be to discount the differential between postings and spot prices. This
may provide more certainty in the amounts 10 be billed and simplicity in calcuiating those
amounts. This alternative could also be coupled with the reduction scale discussed above.

Legislation would be required for both alternatives,

Negonated Settlemenis--MMS$ has been working on this alternative with little success. States are
very involved in MMS=s settlement process and probably would not agree to substanual
discounts on underpayments. However, MMS has succeeded in establishing a framework for
current production value on continuing contracts. Also, negotiations could be used in
combination with some form of step scale billing approach.
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